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SUMMARY

MCI Telecommunications Corporation respectfully submits its

Reply Comments on the Commission IS NPRM involving sharing and lower

formula adjustments. MCI I S Reply Comments demonstrate that the

issue before the Commission in this NPRM is not about "tinkering"

with or changing the price cap rules. The issue before this

Commission is to clarify "how" to correctly calculate historic,

earned rates of return for regulatory purposes.

If rates of return are not correctly calculated, customers

will DQt get full credit for their share of local exchange carrier

("LEC") earnings which exceed certain levels under price cap

regulation. If rates of return are not correctly calculated, the

additional revenues customers are required to pay when LEC earnings

fall below 10.25 percent will DQt be included in LEC rate of return

calculations. Simply put, there are no legitimate reasons for not

correctly calculating LEC rates of return.

There is no unanimity within the LEC industry as to how

sharing and low-end adjustments should be treated when calculating

rate of return. The positions taken by the LECs are all partially

wrong and entirely self-serving. Moreover, most LECs have

mischaracterized the nature of this proceeding and greatly

exaggerated their claims in order to avoid their sharing

obligations and thereby increase their earnings through the

backdoor.

ii



The calculation of rates of return is a "stand-alone" event

which does not change just because of a change in the way

prospective rates are set. The methodology for calculating rates

of return under rate-of-return regulation are still valid today,

when calculating rates of return under price cap

regulation.

MCl's Reply Comments w~ll specifically address the following:

1) the notion that the AT&T court case, which invalidated
the automatic refund rule, requires add-backs for both
the sharing and LFA amounts;

2) the proposal to defer the add-back issue to the
comprehensive price cap review; and

3) the proposal to allow cr§dits for below-cap rates.
For the reasons contained herein and in MCl's initial Comments, MCl

respectfully requests the Commission to require sharing add-backs,

but not LFA add-backs when computing LEC rate of returns.

iii
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MCI Telecommunications Corporation ("MCI") hereby

respectfully submits its Reply Comments on the Commission's

Notice of Proposed Rulemaking (ItNPRM") in the above-captioned

matter.

In its NPRM, the Commission proposes to exclude QQ:tb

sharing and lower-formula-adjustment (LFA) amounts from the

calculation of local exchange carrier rates of return.'

The issue before the Commission in this NPRM is not about

"tinkering" with or changing the price cap rules; it is

simple and straight forward. The issue before this commission

is to clarify how to correctly calculate historic, earned

rates of return for regulatory purposes.

If rates of return are not correctly calculated,

customers will DQt get full credit for their share of local

exchange carrier ("LEC") earnings which exceed certain levels

under price cap regulation. If rates of return are not

~, In the Matter of Price Cap Regulation of Local
Exchange carriers, Rate of return Sharing and Lower
Formula Adjustment, ("NPRMIt), para 4 and Appendix B.
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correctly calculated, the additional revenues customers are

required to pay when LEC earnings fall below 10.25 percent

will n2t be included in LEC rate of return calculations.

Simply put, there are no legitimate reasons for not correctly

calculating LEC rates of return right now, instead of

deferring such matters to the price cap review.

There is no unanimity within the LEC industry as to how

sharing and low-end adjustments should be treated when

calculating earned rates of return. Some LECs have taken the

position in their comments that IlQ sharing/low-end adjustments

should be made when calculating rates of return, while others

have endorsed the Commission's NPRM to add-back QQth sharing

and lower formula adjustments. Both positions are partially

wrong and entirely self-serving. Moreover, most LECs have

mischaracterized the nature of this proceeding and greatly

exaggerated their claims. Most of the LECs are simply

attempting to avoid their sharing obligations and thereby

increase their earnings through the backdoor.

The calculation of earned rates of return for regulatory

purposes does not change just because the~ of regulation

changes. The calculation of rates of return does not change

just because of a change in the way prospective rates are set.

The calculation of earned rates-of-return is a stand-alone

event which is independent of the prospective rate-setting

process. consequently, the methodology for calculating rates

of return under rate-of-return regulation are still valid
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today, when calculating rates of return under price cap

regulation.

I. Introduotion

MCl I S Comments in response to the Commission I s NPRM

demonstrated that:

1) sharing amounts must be excluded from the
computation of current-period earnings by way of
the add-back in order to ascertain whether or not
any rum sharing obligations exist with regard to
the current period;

2) the proposed LFA add-back unecmiyocally and
permanently excludes the additional revenues
derived from LFA-related rate increases from ever
being included in the calculation of base period
earnings;2

3) the proposed LFA add-back effectively insulates
price cap LECs from earning below a 10.25 percent
rate of return under price cap regulation--A
guarantee which is tantamount to retroactive
ratemaking and not provided for under rate of
return regulation;

4) under price caps, the LFA was intended to save LECs
from low earnings over a prolonged period of time,
not guarantee LECs a minimum rate-of-return of
10.25 percent;

5) the proposed LFA add-back is inconsistent with the
objectives of price cap regulation because it
significantly diminishes the incentives for LECs to
improve their performance;

6) earnings calculations are intended to ascertain if
LEC earnings have exceeded some prescribed level
and, under price caps, to quantify the amount of
any prospective rate increase in the event that low

2
~, Mcr I s NPRM Comments, TABLE 1, at p 9 for
quantitative proof that the proposed LFA add-back
permanently excludes the additional revenues associated
with LFA rate increases from ever being included in the
calculation of base period earnings.



prior-period earnings exist, and not to expressly
or primarily evaluate productivity growth: and

7) the LFA add-back was DQt necessary or appropriate
to determine new sharing obligations or LFA rights.

MCI stands by its Comments.

MCI will not rehash the aforementioned matters in

opposition to various comments made by the LECs in this

proceeding. Instead, MCI will limit its Reply Comments to

matters not previQu~ly discussed in its Comments.

Specifically, MCI I S Reply Comments will address the

following:

1) the notion that the AT&T court case,3 which
invalidated the automatic refund rule, requires
add-backs for both the sharing and LFA amounts:

2) the proposal to defer the add-back issue to the
comprehensive price cap review: and

3) the proposal to allow credits for below-cap rates
when calculating sharing amounts.

II. The court Ca•• -- ATiT y. rCC -- i. Irrelevant

In its comments, NYNEX claims that price cap regulation

will be legally invalidated if the Commission does not require

the add-backs for both sharing and lower-end adjustments. 4

NYNEX bases its claim on the AT&T y. FCC Court findings which

invalidated the automatic refund rule. NYNEX is wrong.

3

4

American Tel. and Tel. Co. y. FCC, 836 F.2d 1386 (D.C.
Cir. 1988)

~ NYNEX NPRM Comments at pp 3-6.
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NYNEX specifically claims that if the Commission applied

the LFA in a way that would ..tend to drive" LEC earnings

"below" the LFA level (10.25 percent), the Commission would

contradict its own rate of return findings in the same way

that it did in AT&T y. FCC. 5 NYNEX also claims that such

action by the Commission would be confiscatory. 6 NYNEX

suggests that the Court held that regulated carriers are

guaranteed a minimum rate of return, and that the

aforementioned court decision somehow addressed the

particulars of ~ to calculate earned rates of return for

regulatory purposes. Moreover, NYNEX would have this

commission believ~ that LFA-related rate increases, in any

given year, are expressly intended to recover the costs of

providing service which were incurred in a prior year. NYNEX

is wrong for several reasons.

First, NYNEX's position is tantamount to retroactive

ratemaking. Rates may not be set to recover prior costs. 7

Moreover, LEC rates of return are not, and have never been,

guaranteed, even under rate of return regulation. Finally,

the ~ case is irrelevant because the sharing mechanism

under price caps is nothing like the automatic refund rule and

because the Commission, in its most recent rate of return

5

6

7

,!g., at p 5.

151.,atp6.

See COmmunications Satellite Corp. y FCC, 611 F. 2d 883,
892-94 (D.C. Cir. 1977): Nader y FCC. 520 F. 2d 182,
202 (D.C. Cir. 1975).
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represcription, categorically stated that it does Il2.t consider

the currently authorized rate of return to be both a "minimum

and maximum."

MCI does agree with NYNEX about one thing: The ~

case invalidated the automatic refund rule. The automatic

refund rule was invalidated because "the Commission' s own

understanding of its rate of return prescription and of its

[automatic] refund rule constitutes a self-contradiction."a

That is the Court I s holding. The Court did not invalidate the

Commission I s methodology for calculating carrier rates of

return. The calculation of rates of return was taken as a

given and was not at issue. Indeed, the court made no

findings whatsoever regarding the Commission I s methodology for

calculating rates of return, nor did it invalidate Form 492 or

any of the instructions thereto.

Even though the court affirmed the long standing view

that regulated carriers are not guaranteed a rate of return,

NYNEX argues that the LFA add-back is necessary so that LEC

earnings are not driven below the LFA level (10.25 percent).

The~ court, however, reaffirmed "the business risk that a

carrier is bound to accept under the accepted view that

regulation does not guarantee the regulated company a

profit".9 The Court clearly did not state or in any way

a

9

AT&T v. FCC. supra 836 F.2d at 1391.

~. at 1390-91 (emphasis added).
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imply that regulated carriers are guaranteed a minimum rate of

return.

In substituting price cap regulation for rate of return

regulation, the Commission made it clear that LECs should be

facing greater risks and that they should be even less assured

of earning the target rate of return than they were under rate

of return regulation. The Commission unequivocally rejected

the concept of a guaranteed, minimum rate of return when it

stated:

A guarantee of earnings at the full level of the
prescribed rate of return eliminates genuine risk and is
thus overly favorable to LECs and inimical to this
[incentive regulation] approach. LECs request that the
plan accord them an assurance that their earnings will
not slip below the prescribed rate of return, forgetting
that this earnings level is a target, not a certainty,
even under rate of return regulation. The plan gives
LECs flexibility and the right to retain more of their
earnings ; it balances these opportunities against the
possibility that LECs might earn less if they fail to
respond to the incentives provided. LECs are reasonably
expected to become more efficient in order to earn higher
profits, or even to maintain their current profits •••• lf
the formula applies harmfully to any particular LEC, the
lower adjustment mechanism offers a remedy, while still
providing an incentive to become more profitable by
increasing efficiency, not rates. 'O (Emphasis added)

In addition, the Commission noted the following with

regard to the~ case:

We wish to clarify that the sharing devices we are
proposing here are substantially different than the
automatic refund mechanism struck down in AT&T y. FCC,
supra. In that case, an automatic refund was applied to

10 See Order on Reconsideration, In the Matter of Policy and
Rules Concerning Rates for Dominant Carriers, CC Docket
No. 81-313 (released April 17, 1991), para. 117
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all earnings in excess of the unitary rate of return,
with no corresponding automatic correction for earnings
below it. In our instant proposals, however, earnings
are shared with ratepayers in a manner that ensures that
carriers can retain earnings within a price cap zone of
reasonableness if they can generate such earnings. The
sharing we propose could not force the carrier's average
return below the zone of reasonable earnings we propose
to create. Our proposal to increase prospectively a
carrier's price cap indexes to the lower "formula
adjustment" level ensures that carriers will have a
reasonable QPportu~ to earn within the price cap zone
of reasonableness. (Emphasis added)

Thus, the~ case is irrelevant because the large LECs

are no longer governed by rate of return regulation and

because the sharing mechanism, together with the LFA, are

totally unlike the automatic refund rule struck down in the

~ case.

Moreover, in its 1990 represcription Order, the

Commission clearly explained that the authorized rate of

return was not both a minimum and a maximum rate of return.

The Commission stated:

In light of the ruling in the ••• [~case], in which
the Court of Appeals determined that our automatic refund
provision was at odds with our own understanding of our
rate of return prescription, we wish to clarify that we
do not view this prescription as "both a maximum and a
minimum. " That is, it does not represent a unique
balance point such that "[i]f the rate were higher, the
balance would tip in favor of the investor; if lower, it
would tip in favor of the consumer." Our accumulated
experience with rate of return prescriptions, and our
review of the cost of capital evidence in this
proceeding, convince us that there is no such point.
Indeed, even the lower boundary of our range of cost of
capital estimates does not represent a bright line such

11 See Supplemental Notice of Proposed Rulemaking. In the
Matter of Policy and Rules Concerning Bates for Dominant
Carriers, CC Docket No. 87-313 (released March 12,1990),
para. 172.



,
substantial gap between an earnings level that is fUlly
adequate to assure attraction of capital on favorable
terms, and an earnings level which, if sustained over
time, would be confiscatory.12 (Emphasis added)

Thus, even if rate of return regulation were still

applicable to all LECs, there would be no inconsistency

between the automatic refund rule and the Commission's

understanding of its rate of return prescription. The~

case would therefore be decided differently now, under the

commission's stated understanding of the current rate of

return prescription. That case is accordingly doubly

irrelevant now to price cap LECs, and, in any event, never had

any bearing on how to calculate earned rates of return.

III. The Proposal to Defer Action on Bow to Calculate Rates of
Return is Inappropriate

Bell Atlantic, Be11South and GTE propose to defer any

action with regard to rate-of-return calculations to the

comprehensive price cap review. 13 Bell Atlantic characterizes

the sharing add-back in rate-of-return calculations as a

substantial modification to the price cap plan. 14 Bel1South

12

13

14

See Order, In the Hatter of Repre.cribing the Authorized
Rate of Return for Interstate Services of Local EXchange
Carriers, CC Docket No. 89-624 (released December 7,
1990), para. 217

~, Bell Atlantic NPRM Comments at pp 4-5; BellSouth
NPRM Comments at pp 2-3; and GTE NPRM Comments at pp 14
15.

~, 8ell Atlantic NPRM Comments at p 4.
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and GTE state that the add-back issues would become "moot" if

the Commission would eliminate the sharing provisions. 1s As

noted earlier, the LECs have not raised any legitimate reasons

for not correctly calculating rates of return right now.

MCI opposes the proposal to defer action on this matter,

and takes exception to the notion that correctly calculating

rates of return would constitute a "substantial modification"

to price cap regulation.

In addition, the fact that the sharing add-back would

become a moot issue when and if the Commission eliminates

sharing is irrelevant. Just because the sharing add-back may

become a moot issue in the future does not make it a moot

issue today. Moreover, inaction on this matter at this time

is simply inappropriate because it only benefits the financial

interests of the LECs and their shareholders, at the expense

of LEC customers.

IV. The Propo.al to Allow Cre4it. for Below-cap Rate. Will
Allow Price cap LBCs to Avoi4 shariDq aD4 Al.o Bxcee4
Their Allowe4 aate. of aeturD

In its NPRM, the Commission raised the issue of whether

LECs that charge rates below their price cap indexes should be

given credit for the difference between their PCls and APls

when calculating sharing amounts. The credit would supposedly

recognize that the LECs have already passed along some portion

15
~, BellSouth NPRM Comments at p 2; and GTE NPRM
Comments at p 15.
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of the sharing-related rate reductions by pricing below the

cap. MCI disagrees with the proposal.

Ameritech, Bell Atlantic and BellSouth support the notion

of providing credits for below-cap rates, 16 whereas NYNEX

opposes such a credit. 17 MCI agrees with NYNEX that the below

cap credit proposal would be administratively complex and does

not improve regulation under price caps. Moreover, the below-

cap credit will allow price cap LECs to avoid sharing, in

whole or in part, and thereby exceed the allowed rates of

return under price cap regulation.

In its price cap order the Commission established a

sharing mechanism based solely upon LEC earnings. The sharing

mechanism requires LECs to share (credit) with customers 50

percent of their earnings between 100 and 500 basis points

above 11.25 percent, and share 100 percent of their earnings

above 16.25 percent when using a 3.3 percent productivity

offset. 18 The price cap order did not contemplate or

prescribe any ifs, ands or buts with regard to sharing.

For example, the Commission did DQt say that LECs are

required to share 50 percent or 100 percent of their earnings

above a certain level, Inl:t. only to the extent that such

16

17

18

~, Ameritech NPRM Comments at p 7; Bell Atlantic NPRM
Comments at p 7; and BellSouth NPRM Comments at pp 9-10.

~, NYNEX NPRM Comments at pp 12-13.

See Second Report and Order, In the Matter of Policy and
Rules Concerning Rates for Dominant Carriers, CC Docket
No. 87-313 (released October 4, 1990), para. 7
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sharing amounts exceed the difference between the LECs' PCI

and API. The sharing provision under price caps is clearly a

one-pronged test, not a two-pronged test.

consequently, if below-cap credits are allowed, LECs will

be provided with the opportunity to avoid sharing and, at the

same time, realize earnings that exceed the level where

sharing would have otherwise begun. The example which follows

demonstrates how this would work.

This example is based upon a LEC earning at a level in

which it would ordinarily be required to share 50 percent of

its earnings above 12.25 percent. The LEC's actual earnings

before sharing are 14.25 percent. In this example it is

assumed that the LEC's rates were set such that its API was

less than its PCI by an amount equal to its sharing obligation

(i.e., 50 percent of the earnings above 12.25 percent). As

shown in the table below under the column headed "WITH PCI/API

CREDIT," the LEC' s rate of return remains at 14.25 percent

(Which is above the sharing threshold) because it is D2t

required to share any of its excess earnings by reason of the

PCI/API credit. On the other hand, if the LEC is required to

share 50 percent of its earnings above 12.25 percent, the

LEC's earnings after sharing effectively fall to 13.25

percent.

'fABLB 1

WITH IeI/API CRIDIT WITHOVT IeI/IlI CIIDIZ
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'l'ULB 1

Revenues

Expenses

Rate Base

ROR

WIll leI/API CIBDI'1'

$2,425

1,000

10,000

14.25%

WITIOVT reI/API CIIDI'1'

$2,425

1,000

10,000

14.25%

Sharing
Obligation 100 100

PCI/API
Credit (100) 0

Effective
ROR 14.25% 13.25%

As demonstrated by the table above, the below-cap credit

is just another vehicle that would allow LECs to avoid

sharing, and thereby increase their earnings above the levels

expressly set forth in the Commission's price cap order.

Moveover, there is no valid public policy rationale for

such a credit. The LECs already have, for all practical

purposes, a "credit" for below-cap pricing, since the API is

not reduced automatically when the PCI is reduced. Thus, if

a LEC is already setting service basket 1 rates 10% below the

PCI for that basket, and its sharing obligation requires it to

reduce its overall rates by 10%, a 10% reduction in the PCI

will not force the LEC to reduce its basket 1 actual rates at

all. Thus, in that situation, there is already no sharing in

the following year, at least for basket 1, even where the LEC

has high earnings that otherwise require sharing. The

additional credit that the Commission proposes here would
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allow the LEC in the hypothetical exampleto keep its PCI, as

well as its actual rates, unchanged. A credit that would allow

the LEC to avoid a PCI reduction would not only allow it to

avoid its sharing obligations for basket 1, as is the case

now, but would also allow it to raise its basket 1 actual

rates up to the level of its unchanged PCI, -thus earning even

more. No public purpose would be served by such a double

benefit. 19

v. Conclu8ion

MCI has demonstrated that the court case had no bearing

on "how" to calculate rates of return, and that such case

affirmed the Commission's position that carrier earnings are

not guaranteed. MCI also demonstrated that the below-cap

credit will allow LECs to avoid sharing obligations and

19 It should be noted that, in its Price Cap Reconsideration
Order, the Commission rejected MCI's proposal that the
API be reduced by an amount equal to the amount by
which the PCI is reduced for sharing when the API is
below the PCI. The Commission stated that "an API
adjustment.would stifle the incentives we are trying
to create, by providing a disincentive for LECs to
exercise downward pricing flexibility created by the
price cap system." Order on Reconsideration, In the
Matter of Policy and Rules Concerning Rates for Dominant
Carriers, CC Docket No. 87-313 (released April 17,1991),
para. 111. MCI had argued that the API adjustment was
necessary in order for ratepayers to receive the full
amount of sharing. ~. at para.109. If the Commission
now goes even fu+ther and allows the proposed credit,
ratepayers will be deprived of the benefits of sharing,
not so that the LECs will have the incentive to exercise
downward pricing flexibility, but, rather, so that they
can have the freedom to raise prices -- a goal directly
contrary to the Commission's stated goal in the
Reconsideration Order.



15

MCI therefore respectfully requests the Commission to

require LECs to correctly calculate their earned rates-of-

return, riqht now. This can be accomplished by simply

requirinq LECs to add-back amounts for sharinq, but DQt lower

formula adjustments when calculatinq rates of return.

Respectfully Submitted,

MCI TELECOMMUNICATIONS CORPORATION

!ftR!~@PA~
Sr. Staff Member
701 Brazos st., suite 600
Austin, Texas 78701
(512) 495-6723

Dated: September 1, 1993
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